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DEPARTMENT OF STATE REVENUE
LETTER OF FINDINGSNUMBER: 98-0120 RST
Sales/Use Taxes
For Tax Period: 1995

NOTICE: Under IC 4-22-7-7, this document is required to be published in the Indiana
Regiger and is effective on its date of publication. It shdl reman in efect until
the date it is superseded or deleted by the publication of a new document in the
Indiana Regiger. The publication of this document will provide the generd
public with information about the Depatment's officid podtion concerning a
Specific issue.

ISSUES

Sales/Use Tax — Equipment and Materials Used or Consumed in Production

Authority:  1C 6-2.5-5-3; IC 6-2.5-5-5.1
45 |AC 2.2-5-8(h); 45 IAC 2.2-5-12(f)

Taxpayer protests the assessment of use tax on its purchase of supplies and equipment used or
consumed in the manufacturing process.

. Sales/Use Tax — Manufacturing Equipment Used in Clinical Trialsand Testing

Authority: IC 6-2.5-5-3
451AC 2.2-5-12(h)
Indianapolis Fruit v. Indiana Department of State Revenue, 691 N.E.2d
1379,1383 (Ind.Tax 1998);
General Motors v. Indiana Department of State Revenue, 578 N.E.2d 399
(Ind.Tax 1991)

Taxpayer protests the assessment of use tax on equipment used in manufacturing products for
clinica trials and process testing.

1.  Sales’'Use Tax — Computer Software

Authority: IC 6-2.5-4-10(a)
45|AC 2.2-4-2
Sales Tax Information Bulletin #8

Taxpayer protests the assessment of use tax on its purchase of computer software and its
purchase of software licensang agreements.
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V.  SalesUse Tax — Protective Clothing, Safety Supplies, and Equipment Cleanser

Authority: IC 6-2.5-5-3
451AC 2.2-5-8; 451AC 2.2-5-12

Taxpayer protests the assessment of use tax on its purchase of protective clothing, safety
supplies, and equipment cleanser.

V. Sales/Use Tax — Packaging Equipment and Supplies

Authority: IC 6-2.5-5-3
45 |AC 2.2-5-8(d)(1)
Indiana Department of State Revenue v. Cave Sone, Inc., 457 N.E.2d 520
(Ind. 1983)

Taxpayer protests the incluson, in the sample cdculated by Audit, of packaging supplies and
equipment used in packaging pharmaceutica products.

STATEMENT OF FACTS

Taxpayer manufactures pharmaceutical products.  Additiondly, taxpayer engages in a variety of
andllary activities — from research and development to marketing and sales. For tax year 1995,
Audit assessed use tax on a vaiety of taxpayer’'s items. Taxpayer has protested these
assessments.

Sales/Use Tax — Equipment and Materials Used or Consumed in Production

DISCUSSION

Taxpayer protests the assessment of use tax on its purchase of supplies and equipment used and
consumed in the manufacturing process.

Audit assessed use tax on taxpayer’s bar coder and drum wash According to taxpayer, the bar
coder was used in quality control testing conducted during the manufacturing process.  The drum
wash was used in the manufacture of aparticular product in a sdf-contained clean room.

Taxpayer informs the Depatment that its bar_coder plays an essentid role in the manufacturing
process. Specificdly, the bar coder is necessary to enable taxpayer to perform product qudity
control testing. Taxpayer cites one of the indudrid exemptions in support of its postion.
Manufacturing machinery, tools, and equipment are exempt from Indiana sales and use tax under
the provisons of IC 6-2.5-5-3(b), which state:
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Transactions involving manufacturing machinery, tools and equipment ae
exempt from the date gross retall tax if the person acquiring that property
acquires it for his direct use in the direct production, manufacture, fabrication,
assembly, extraction, mining, processng, refining, or finishing of other tangible

persona property.

From the Depatment's perspective, taxpayer's bar coder, functionally, is used for product
identification and veification purposes.  Such use is not “essentid and integra” to the
manufacture of pharmaceuticals.

The drum wash is used by taxpayer to periodicdly clean production equipment in order to
prevent product contamination. Taxpayer advances its exemption argument by relying on IC 6
2.5-5-5.1(b), which provides:

Transactions involving tangible persond property are exempt from the date gross
retall tax if the person acquiring the property acquires it for direct consumption as
a maerid to be consumed in the direct production of other tangible persond
property in his busness of manufacturing, processng, refining, reparing, mining,
agriculture, horticulture, floriculture, or arboriculture.

Taxpayer's drum wash was consumed in the cleaning of production equipment. Taxpayer
congders such activity a function of production. The Department, however, finds that taxpayer's
cleaning activities are best characterized as a one of maintenance. Taxpayer's cleaning activities
are Imilar to those routine maintenance activities required for al types of production equipment;
and such use is not exempt.

As45 |AC 2.2-5-8(h)(2) ingtructs:
Machinery, tools, and equipment used in the norma repair and maintenance of
machinery used in the production process which are predominantly used to
maintain production machinery are subject to tax.

Consequently, sSince maintenance is not an exempt activity, the drum wash consumed during the
mai ntenance activity cannot be found exempt. (See 45 IAC 2.2-5-12 () and (f).)

FINDING

Taxpayer's protest is denied.

. Sales/lUse Tax — Manufacturing Equipment Used in Clinical Trialsand Testing

DISCUSSION

Taxpayer protests the assessment of use tax on equipment used in manufacturing products for
clinicd trials and process testing.
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The equipment a issue is used in two departments — the Chemica Process R&D Department,
and the Chemicd PRilot Plant Department. Activities of the Chemicd Process R&D Department
involve the dlinicd testing of pharmaceuticad products. As taxpayer describes “[tlhe clinicd
trids are normaly carried out by physcians under contract with the Taxpayer who are supplied
the pharmaceutica products to be tested.” These trids (tests) are mandatory as government
gpprova is necessary before taxpayer can offer these products for sde to the genera public. In
addition to testing, the department aso manufactures products for sde. According to taxpayer,
product sales represented twenty (20) percent of the total production for the department.

The Chemicd Pilot Pat Depatment specidizes in “testing and pefecting’ taxpayer's
production process. Equipment within the department is dso utilized to manufacture products as
a pat of its teing activities. Taxpayer estimates tha a least fifteen (15) percent of the products
manufactured by the Chemical Pilot Plant Department were subsequently sold to customers.

Audit denied taxpayer use of any of the indudria exemptions as taxpayer was not sdling the
products that were “manufactured” during these testing processes.

Taxpayer responds by noting that a subsequent sde requirement for manufactured product can
not be found in the satutory language upon which the exemption is based. (See IC 6-2.5-5-
3(b).) Taxpayer observes, “the production operations required to manufacture the products are
functiondly equivadent to the production operations required to manufacture products for sae”
Same process, same result; the only difference is that in one ingtance the product is sold, in the
other, it isnot.

Taxpayer's argument, in a nutshell, proposes that testing, research, and development should be
recognized as exempt activiies — a least to the extent product is manufactured during the
respective processes. Such a broad concluson, however, does not reflect existing satutory and
regulatory language.

Under IC 6-2.5-5-3, machinery, tools, and equipment “directly used in the direct production” of
other tangible personal property are exempt from the Indiana gross retall tax. However, to
qudify for this exemption, taxpayer must actudly be engaged in production. Indianapolis Fruit
v. Indiana Department of State Revenue, 691 N.E.2d 1379,1383 (Ind.Tax 1998). Therefore, as
an initid matter we must determine whether taxpayer’s clinicd trids and process testing are, in
fact, production activities.

The reach of the indudriad exemptions coincides with the scope of taxpayer’'s integrated
production process. In defining the scope of this process for manufacturers, the court has drawn
boundaries in such a manner to include dl the integrated steps necessary to creste a finished,
marketable product. As the court in General Motors v. Indiana Department of State Revenue,
578 N.E.2d 399 (Ind.Tax 1991) stated:

[A] determination that an integrated production process ends upon the completion
of the actua end product marketed (the most marketable product) is whally
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conagent with the legidative purposes of the exemption Statutes to encourage
indudtrid growth and to avoid tax pyramiding.

Id. at 405.

Conggtent with this statement, and the plain meaning of the word “marketable” the Department
finds that for one engaged in manufacturing, a “sdegble’ item — i.e, an item intended for
introduction into the stream of commerce — must be produced.

From taxpayer's description of its Chemica Process R&D and Chemicd PFilot Plant activities,
these depatments are engaged in two different types of manufacturing activities.  Taxpayer
manufectures products for use in the dinicd trids and process teding; and taxpayer
manufactures products for subsequent sale.

The Depatment finds the clinica trid and process testing activities are not a pat of taxpayer's
integrated pharmaceutica production process.  Functiondly, such activities are removed from
the actua manufacturing processes. Tempordly, testing precedes production.  Consequently, in
the context of taxpayer's business, clinicd and process testing are best characterized as research
and devdopment activites — i.e, nonexempt activities. (See 45 IAC 22-5-12(f).)
Furthermore, when taxpayer manufactures products for use in clinicd trids, taxpayer has not yet
created a “marketable’” product. As previoudy dated, taxpayer cannot offer its products to the
generd public until testing has been concluded and government approva received.

However, when the aforementioned departments produce saleable products, taxpayer is engaged
in an exempt manufacturing activity and should be entitled to the industria exemptions.

FINDING

Taxpayer's protest is sustained to the extent taxpayer manufactured "marketable’ products during
itstrid and testing processes.

1. Sales/Use Tax — Computer Software

DISCUSSION

Taxpayer protests the imposition of use tax on its purchases of computer software and software
licenang agreaments.

Taxpayer advances two (2) arguments in support of ether excluson or exemption. Fird,
taxpayer argues that use tax can only be imposed on transactions involving the transfer of
tangible persona property. (See IC 6-2.5-3-2(g), IC 6-2.5-3-1(@) and IC 6-2.5-4-1(b).)
Taxpayer then summarizes this dautory language by concluding, “use tax daiutes [are]
unambiguoudy based on taxpayer's acquisition of tangible persond property.” And since
computer software and software licensng agreements represent a type of intangible persond
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property, “the impostion of Indiana use tax on fees paid for software or software upgrades is
erroneous.”

Alternatdly, taxpayer argues that even if computer software were to be consdered tangible
persona property, taxpayer's computer software and licenang agreements should be exempt
because they represent the purchase, or licensng, of customized software. Taxpayer refers to
Sales Tax Information Bulletin #8, which saesin part:

Transactions involving computer software are not subject to Indiana Sales or Use
Tax provided the software is in the form of a custom progran Specificdly
designed for the purchaser.

Taxpayer believes that some of its software should qudify for exemption as “custom
programming.” In particular, taxpayer notes that its SAP accounting software represents pre-
written software that was extensvely modified for its excdusve use. These modifications took
eighteen (18) months to complete.  Additionaly, the origind software package was <0
extensvely modified that taxpayer can no longer utilize its vendor’ s standard software upgrades.

Addressing taxpayer's initid argument, the Depatment believes the purchase, licensng, or
leesng of computer software is tantamount to the purchase, renting, or leasng of tangible
persona property — and each represents ataxable event. (Seeadso IC 6-2.5-4-10(a).)

Additiondly, even though computer software contains intellectud property, that classfication
done is not sufficient to endble the Department to didtinguish software from other nortexempt
items, or conclude that software should be exempt from sdes and use tax. As Sales Tax
Information Bulletin #8 informs

Pre-written or canned computer programs ae taxable because the intdlectud
property contained in the canned program is not different then the intellectud
property in avideotape or atextbook.

The SAP software represents application software that, according to taxpayer, has been tailored
to meet its specific needs. The Department recognizes, however, that software can be tailored in
many ways - ranging from the sdection of setup, ingdlation, and configuration options to actud
modifications of source code.

It is axiomatic that generd application software is not re-engineered for each individud licensee
or purchaser. At a minimum, there exis some quantum of source code that resides, initidly, in
every copy of vendor's software. This "core programming” is the equivaent of canned software,
and as such, it istaxable.

However, the sde of custom software is not subject to tax in Indiana Custom software
represents a professional service rendered pursuant to 45 IAC 2.2-4-2. (Also see Sales Tax
Information Bulletin #8.) Modifications and additions to the origind source code - changes
made specificdly for this taxpayer - represent custom programming services, and as such, are
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not taxable. In this ingance, taxpayer faled to show that the transactions a issue were not
unitary in nature. Consequently, the assessment of use tax on the entire amount was proper.

FINDING

Taxpayer's protest is denied.

V.  Sales/Use Tax — Protective Clothing, Safety Supplies, and Equipment Cleanser

DISCUSSION

Taxpayer protests Audit's assessment of use tax on protective clothing, safety supplies, and
equipment cleanser.

Astaxpayer explans.

To ensure product integrity, the Taxpayer requires its employees working directly
on the production line and in work-in-process testing labs to wear uniforms,
hairnets, and beard covers. Employees must dso wear shoe covers and safety
glasses in clean rooms during the production process. In addition, the Taxpayer
uses Dubois drum deaner to sanitize certain manufacturing equipment.  The
manufacturing equipment must be cleaned and sanitized after each production run
to prevent contamination of the product due to the growth of bacteria during
production. The sanitizer is used exclusvely to clean production equipment only
and is not used for cleaning floors, wals, or non-production equipment.

Taxpayer maintains that under IC 62.5-5-3, as property acquired for the direct use in the direct
production of other tangible personad property, its protective clothing, safety supplies, and
equipment cleanser should be exempt from Indiana sdes and use taxes. Taxpayer directs the
Department’s attention to its own definition of “essentid and integra to production” as set out in
45 |AC 2.2-5-8(c)(2):

(2) The following types of equipment conditute essentid and integrad parts of the
integrated production process and are, therefore, exempt.

(F) Safety cdothing or equipment which is required to dlow a
worker to participate in the production process without injury or to
prevent contamination of the product during production.

Taxpayer argues the aforementioned items were dl purchased, and subsequently utilized, to
prevent contamination of the product during the manufacturing process.
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According to Audit, taxpayer's employees do not change into their company uniforms, or don
other protective gear, until they arrive at work. Once a work, a properly atired employee can
move, unredricted, throughout the production facility.  Additiondly, Audit notes the employees
were not required to change uniforms when entering or leaving production areas and facilities
during lunch bresks. From these observations, Audit concluded that taxpayer's provison of
uniforms did not serve to prevent product contamination. Consequently, the clothing did not
qudify for the safety clothing exemption.

The Depatment agrees with Audit's postion. While taxpayer may have supplied employee
uniforms to prevent product contamination, the actud use of the uniforms was inconggtent with
this intent. Absent evidence to the contrary, the Department concludes the uniforms were not
provided for an exempt purpose.

However, such logic does not serve to exclude hairnets, beard covers, and safety glasses from
exempt treetment. Even if worn outsde production aress and facilities, these items, arguably,
are not worn to prevent contaminaion from outsde sources. Therefore, in the context of
taxpayer's production processes, the Depatment finds these items to be exempt safety
equipment.

The Dubois drum cleaner was used by taxpayer to sanitize production equipment. In
diginguishing “sanitizing” from routine ceaning activities, taxpayer obsarves “the sanitizer
[Dubois drum cleaner] is used exclusvely to clean production equipment only.” Nevertheess,
from the Department’s perspective, whether the items cleaned represent production machinery,
office equipment, or building sructures, such actions represent cleaning activities. And cleaning
is a function of maintenance — a non-exempt, post-production activity. (See 45 IAC 2.2-5-8(h),
and 45 1AC 2.2-5-12(e) and (f).)

FINDING
To the extent the hairnets, beard covers, and safety glasses are used by taxpayer's employees

while working in production activities, taxpayer's protest is sustained. As to the rest of the
items, taxpayer’s protest is denied.

V. Sales/Use Tax — Packaging Equipment and Supplies

DISCUSSION

Taxpayer protests the assessment of use tax on supplies and equipment used in its packaging of
pharmaceutical products.

Within taxpayer's Packaging Department, there exist several types of packaging lines — bottle
lines, bliger pack lines, a hand fill line, and a Jone Cartoner line. Each line peforms the
packaging function usng its own methodology and specidized equipment.  Audit proposed
assessments on the equipment used in these activities.
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The Indiana Supreme Court has interpreted IC 6-2.5-5-3, one of the indudtria exemptions, as
exempting equipment found to be essentid and integrd to taxpayer’'s integrated production
process. Indiana Department of State Revenue v. Cave Sone, Inc., 457 N.E.2d 520 (Ind. 1983).
The scope of this integrated production process for pharmaceutic manufacturers is discussed in
45 |AC 2.2-5-8(d)(1):

The production of pharmaceuticd items is accomplished by a process which
begins with weighing and messuring out gppropriate ingredients, continues with
combining and otherwise tregting the ingredients, and ends with packaging the
items. Equipment used to transport raw maerids to the manufacturing plant is
employed prior to the first operation or activity condituting part of the integrated
production process and is taxable. Weighing and messuring eguipment and dl
equipment used as an essentid and integrd part of the subsequent manufacturing
deps, through packaging, qudify for exemption Equipment which loads
packaged products from the packaging step of production into storage, or from
gtorage into ddlivery vehicles, is subject to tax. (Emphasis added.)

Absent, however, from taxpayer's argument is language describing the context of taxpayer's
packaging activities. Consequently, taxpayer has not met its burden of proof.

FINDING

Taxpayer’s protest is denied.
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